The financial crisis of 2007-09 resulted in, inter alia, challenges for governments to modify financial regulation and supervision so as to ensure stability of financial markets without unduly hindering dynamic market developments. Moreover, the inherent transnational character of any financial market instrument nowadays has to be taken into account. This article discusses the proper allocation of powers in terms of harmonization and decentralization. It addresses conceptual challenges for contemporary financial regulation and supervision based on the idea of regulatory competition. While harmonization should be further pursued, regulatory competition based on a sound international framework of cooperation and coordination is central for successful financial regulation and supervision. There is no one-size-fits-all approach.
I. INTRODUCTION
The global financial crisis of 2007-09, which is more than symbolically tied to the breakdown of Lehman Brothers on 15 September 2008, resulted in challenges for governments and markets alike. Governments-both providing the framework for market activities and having the capacity to intervene in a market if necessary-and the market as a self-regulatory mechanism are trying to cope with the problem of how to prevent a future global economic crisis. For governments, both on the national level and with regard to efforts in international cooperation and coordination, 'better' regulation and supervision of financial markets are called for. Modified and/or new models of regulation and supervision are a central element in providing for stable domestic and international financial markets in the future. It is thus not surprising that G-20 leaders at the London Summit of 2 April 2009 listed '[s]trengthening financial supervision and regulation'-right after ' [r]estoring growth and jobs' as a priority in reviving financial markets. 1 Strengthening regulation and supervision is always in potential conflict with the essential freedom of financial markets. There is always a necessity to seek an equilibrium between the two components. The tension between regulation or supervision and market freedom is not a new phenomenon in financial law. What is new, however, is that in strengthening regulation and supervision today, one has also to take into account-at least partially-the need for international regulatory and supervisory cooperation and coordination.
This article sketches some conceptual aspects of the ongoing domestic and international debate on strengthening financial regulation and supervision. This is primarily done from a legal perspective; it does not go into the details of economic theory. We understand 'regulation' broadly in terms of the legal framework shaping financial services and transactions. 'Supervision' is distinct from regulation as it refers only to the enforcement of regulatory standards. Neither with regard to regulation nor to supervision is this article concerned with questions of liberalization of financial services. 2 We will thus only discuss measures which are applied on the basis of nondiscrimination 3 after market entry has occurred. The article is divided into three main parts: Section II describes and discusses different systems and methods of domestic regulation and supervision as well as related conceptual challenges. Section III discusses new areas and methods of regulation and supervision in reaction to the crisis of 2007-09. Section IV, based on findings in sections II and III, looks into the question of optimal harmonization of financial markets. Section V draws the conclusions.
II. AREAS, SYSTEMS AND METHODS OF DOMESTIC REGULATION OF FINANCIAL MARKETS
A. Classical areas of financial law Financial regulation is not complete. It does not cover the entire reality of financial markets. There have always been some areas willingly left unregulated by states in order not to hamper the innovative talents and potential of financial actors. In other areas, there was concern and the need for regulation and supervision was recognized and dealt with. Whether or not areas have been regulated largely depends upon historical antecedents: it is accidental. Most often, financial legislation was enacted after innovative dealings got out of hand and created a crisis. As a result, the matters that are covered by financial legislation do not in any way form a logical or consistent system. The same applies to the content of the legislation: sometimes it addresses the quality of financial actors, sometimes information asymmetries, sometimes market behaviour, and sometimes the infrastructure of the market.
The typical way to regulate financial markets is to demand that actors comply with certain defined conditions. These actors are different financial intermediaries, such as banks, fund managers, brokers, or investment advisers. Underlying their regulation and supervision may be varying concerns. Chief among them is the risk that they might embezzle the funds of their clients or give false advice. Traditional instruments by which financial intermediaries are controlled include the requirement to register and the obligation to turn over certain information to the supervisory authorities.
For some actors, the legal requirements go further, cutting deeply into their organizational structure. This is particularly true for banks. Although banks are in some ways the archetypal financial actors, definitions vary as to what legally makes a bank a bank. There is an abundance of different activities that may constitute 'banking'. 4 Nevertheless, it can be said that the central reason why banking is regulated in modern societies lies in the risk of the bank not being able to return the funds of its customers when requested to do so. This concern has led to the requirement of obtaining a licence in order to enter the banking business, and to stringent prudential requirements such as those on capital adequacy and liquidity. 5 Since these measures alone are not sufficient to create the necessary trust in credit institutions, most states have added guarantees partly securing the deposits of customers; these deposit insurance schemes exist in various legal systems. Often they are state-sponsored, but are partly supplemented by voluntary or mandatory private guarantees. The regulation regarding information asymmetry is designed to counter the marked difference between the two sides of the market, i.e. between the issuers of financial products on one side, and the buyers of financial products on the other. In order to balance such asymmetries and to provide both sides with a fair amount of information, different measures have been adopted. Chief among them is the requirement to make a prospectus available to the client.
7 Accounting and auditing rules pursue similar goals: they aim at providing the investor with accurate information about the issuer. Another measure that pursues a similar purpose is to impose specific fiduciary duties on intermediaries who sell financial products.
Financial regulation of market behaviour sets the basic rules on what is and what is not allowed in the marketplace. Remarkably, these rules are applicable to everyone, not only those who offer financial products, but also the buyers. Examples of behavioural rules are provisions on insider trading and other fraudulent practices. 8 Finally, the regulation regarding the financial infrastructure addresses the technical basis of the market, e.g. exchanges or trading platforms. Mostly, this technical basis is the product of private initiatives. Individual actors also contribute to the creation of the norms and standards that are vital for the functioning of the market's infrastructure. However, since a breakdown would create considerable risk for the stability of the whole financial system, modern legislation has set up some minimum requirements as to the operation of these mechanisms. One example is the regulation of exchanges or clearing houses. 9 A number of these requirements concern the qualities and the organizational structure of the entities themselves in their quality as financial intermediaries and can therefore be considered actor-specific legislation. However, one can also find provisions that govern their transactions, such as clearing and settlement.
B. Systems and mechanisms of regulation and supervision
Supervision of the financial markets and its actors can be organized in different ways. The traditional method is the sectoral model: for each sector of the financial industry, one supervisor is installed. For these purposes, the industry is typically divided into banks, insurance companies, and securities firms. Often, the regulation is split into these three different parts. Sectoral supervision and regulation has, however, been called into question by a major development in the financial industry: cross-sectoral financial intermediation. Starting in the 1980s, the once clear-cut lines between banks, insurance companies and securities firms blurred. Due to innovative products, the respective business models increasingly overlapped. As a consequence, the organization of supervision was outdated due to the new realities of the industries. Inefficiency and lack of transparency were the results.
Such development led to the search for new models of supervision. One alternative would be an operational model which distinguishes not according to the supervised institution but according to the types of products that are offered. Another alternative is the so-called institutional model. In principle, it follows the sectoral model in that the different financial intermediaries are supervised by different agencies. The new feature extends the functions of the supervisor to all activities of the institutions under its supervision, no matter in which market they take place. 10 An obvious problem for this approach is presented by hybrid intermediaries, which are truly in-between and hard to categorize, such as bank and insurance conglomerates.
Under a functional approach, the competences would be divided among different supervisors according to the supervisory task to be fulfilled. For instance, licensing could be overseen by one supervisor, prudential supervision by another, and standard setting by a third. Such a system was installed in France 11 and, to some extent, also in Germany, where the Bundesanstalt für Finanzdienstleistungsaufsicht (BaFin) 12 and the Bundesbank are jointly responsible for supervision.
The model that has proliferated the most in recent years is integrated financial supervision. Under this model, one supervisor covers the whole financial industry. This 'one-for-all' approach was first adopted in the Scandinavian countries. The UK later followed with the creation of the Financial Supervisory Authority (FSA), and then Germany where the BaFin was charged with supervising banks, insurance companies and securities intermediaries. The advantage of this approach is that it lays the foundation for a one-stop shop system for authorizations and also-possibly-for a single regulatory regime. The drawback of integrated supervision, however, is that it creates gigantic bureaucracies which may not have close contact with financial actors in the different parts of the industry, nor a sufficient understanding of their specific needs.
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C. Conceptual transnational challenges
As the previous section indicates, both the classic areas of financial regulation or supervision and the systems and mechanisms applied are characterized by a certain degree of complexity. One reason for this, and an important aspect of any attempt to strengthen and/or reform financial regulation and supervision, is that 'form follows function' in this context.
14 This means that financial regulation and supervision follow the market so that the legal form and substance of financial regulation or supervision is to a large extent dependent on the factual situation of the markets for financial services.
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The obvious problem of retaining 'policy space ', 16 in the face of the dominant market power, is not at all new in the context of financial regulation and supervision. What is new in the current situation, however, is that the determining factual situation is not one single market any more (if it ever was). Instead, the complexity of the financial market instruments that have been invented and that are being invented with increasing speed has led to a multitude of markets. Moreover, those markets are not exclusively domestic financial markets, but inherently and comprehensively also global financial markets. The necessarily global functional approach towards financial regulation and supervision implies complex conceptual challenges.
Even though any strengthening and/or reform of regulation and supervision of financial markets has to cope with the challenges of globalization, it is equally important to take note of the 'domestic embeddedness' of financial market products. Financial market products are always, and necessarily so, linked to a specific domestic legal order. They are, in other words, children of domestic jurisdiction. An investor buying, for instance, shares in a Luxemburgian investment fund not only trusts the issuer, but also the well-known quality of Luxemburg's legislation and administrative practices in the area of finance. This is a unique feature of financial market products. Unlike physical products and most services, financial market products always feature a particular jurisdiction. They are thus products that are deeply rooted in one specific domestic legal order on the one hand, and increasingly traded on global markets on the other. They are offered not only on their domestic market, but also on a worldwide basis, and in this sense they are 'international' or, more precisely, 'transnational'. Therefore, one may speak of transnational financial products and markets in order to highlight the above-described double character of products and markets, being always both domestic and international.
The transnational character of financial products and markets directly affects financial regulation and supervision. The main consequence in this regard is that international cooperation and coordination of financial regulation and supervision is not primarily about 'levelling the playing field'. As domestic embeddedness is a key feature of financial products, international financial markets need to be characterized by at least some degree of regulatory competition (that is, competition of regulatory systems). Even though regulatory competition is a general feature of economic law-making and enforcement, it has a special importance in the context of financial markets. The basis of financial products-capital-is intangible and may thus be relocated easily to any other jurisdiction. Thus, even though the relocation of financial products always depends on a rearrangement of the legal foundations of the respective product in domestic law, capital (as the basis of financial market products) can be characterized as having a high 'exit' potential. As Hans-Werner Sinn convincingly observed: '[c]apital, except possibly for corporate capital trapped by divided taxes, will be the big winner of systems competition'. 17 The importance of regulatory competition in the area of financial products, already dominant from a theoretical perspective, can also be proven by empirical evidence. Some examples include: the rivalry between Frankfurt and London over being the number one financial marketplace in Europe, and the current struggle as to where the next offshore hub for hedge funds will be. This, however, does not mean that one should leave the issue of financial regulation and supervision exclusively to domestic jurisdictions in order to score the highest possible positive results of systems competition. As the concept of regulatory or systems competition is based on the idea of a generally functioning 'international regulatory market', it is important to provide all legal rules which are necessary for the functioning of the market. These rules may be called 'meta norms'. 18 In the present context, it is thus an important task of international law to provide the meta norms necessary to enable regulatory competition among domestic jurisdictions that produce financial market products. Moreover, it is also important to ensure respect for and the effective enjoyment of certain public goods. The most important public good in this regard, and in the present context, is the stability of the international financial system. 19 Other important public goods may be those classically identified in economic theory, such as the environment. Overall, it is thus necessary to establish principles and rules of an international competition order 20 so that regulatory competition in financial regulation and supervision may function comprehensively and well, and create positive effects. 21 All current efforts towards strengthening and reforming financial regulation and supervision by international cooperation and coordination, i.e. by international law, have to be seen from this perspective.
In addition, it is important to realize that domestic financial regulation and supervision inherently tends to have extraterritorial reach and effect. This is mainly because, as indicated, financial products are embedded in domestic legal orders on the one hand and increasingly traded on globalized markets on the other. Extraterritoriality may thus be seen as an inherent characteristic of modern financial products and the law governing them. This in turn causes problems in the same way that extraterritorial jurisdiction causes conflicts more generally. 22 It is therefore important to find solutions to these jurisdictional problems on the basis of the principle of cooperation in international economic law. 23 Furthermore, while discussing challenges to strengthening financial regulation and supervision, it is necessary to keep certain differences between 19 On the stability of the financial system as a (global) public good see, e.g. financial regulation and supervision in mind. There are no specific obstacles in the way of any attempt to harmonize rules and principles of financial regulation by international instruments. Different harmonization strategies may be applied, namely full harmonization or minimum harmonization. While minimum harmonization would leave states the freedom to regulate in areas not covered and with respect to standards not defined by the relevant international instrument, full harmonization would oblige states to implement an international standard without any space for discretion. However, disregarding whether full harmonization, minimum harmonization or-as frequently happens-a mixture of both approaches is applied, states always have discretion over how to implement the respective international standards, i.e. they may find ways and means to smoothly adjust their national legal order to accommodate the new international standard.
As experience in the European Union shows, harmonization is often more complicated with regard to supervision. Supervision is, like all forms of law enforcement, deeply rooted in domestic legal systems and traditions. Moreover, states are very reluctant to allow 'foreign' (i.e. also international) law and/or authorities to influence, let alone to determine, domestic supervision. Any attempt to establish some kind of international financial supervisory authority is currently utopian.
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None of these conceptual problems of financial regulation and supervision is entirely new. On the contrary, there has been widespread discussion on these and related issues for several years within the larger framework of the globalization debate. 25 The political (and public) reaction to the financial market crisis of 2007-09, however, ignored, at least to some extent, these conceptual problems. Any attempt at strengthening financial regulation and supervision will have to take conceptual problems and issues into account in order to have a chance of success.
III. THE EXTENSION OF AREAS OF SUPERVISION AND REGULATION AND NEW METHODS AFTER THE CRISIS
A. New areas
After the financial crisis had reached its climax in 2008, a number of changes to the existing state of financial supervision and regulation were suggested. Some of them have already been adopted.
One central change is to bring previously unregulated financial intermediaries under supervisory control. This applies, for instance, to hedge funds and private equity funds. It is often said that they constitute a 'shadow banking system' next to the traditional-supervised and regulated-banking system. 26 Although no direct causal link between these funds and the outbreak of the financial crisis has been demonstrated, in both the US and the EU efforts are being made to require registration by fund managers, to impose capital requirements, and to prescribe or prohibit certain fund activities.
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Other players in the new financial architecture that will be subject to tighter regulation are the credit rating agencies. The EU has adopted a regulation that requires them, inter alia, to register with the authorities of the Member States. 28 In the USA, measures to improve the accountability and transparency of nationally recognized statistical rating organizations have been taken. 29 Furthermore, states seek to render financial supervision more efficient. In the USA, an effort was made to concentrate the supervisory function, which previously had been very fragmented. 30 Nonetheless, a new agency in the form of a Bureau of Consumer Financial Protection has been added. 31 In the EU, besides reform efforts in the Member States, the main direction is to strengthen the supervisory function at the Union level.
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It is remarkable that on both sides of the Atlantic, the traditional control of financial intermediaries will be supplemented by macro-prudential supervision. 33 In the USA, the Federal Stability Oversight Council was created by the Dodd-Frank Act. 34 In the EU, the Commission suggested installing a 'European Systemic Risk Board'. 35 This implies that the traditional focus on the individual institutions will be supplemented by a concern for systemic stability. The institutional setting of this macro-prudential supervision and its interaction with the other supervisors is not yet fully elaborated. In the USA, for instance, much will depend on the regulations that are yet to be enacted. As to the reform of the substantive requirements of banking regulations, discussions are under way. They mostly concern enhanced capital adequacy and/or liquidity requirements. 36 So far, transatlantic agreement on these reforms has not been reached. What is clear, however, is that micro-prudential standards will be changed in such a way as to take into account macro-prudential concerns: more anti-cyclicality shall be obtained by requiring banks to build up buffers of resources during good times, which they can draw on when economic conditions deteriorate. 37 One new area that has appeared on the political agenda since the crisis, and seems set to stay, is the regulation of bankers' remuneration. The former Financial Stability Forum (FSF, now Financial Stability Board) asked for changes in its 'Principles for Sound Compensation Practices'. 38 Underlying the changes is the idea that the current remuneration scheme has induced short-term thinking and risk-prone behaviour of bank managers. Efforts to regulate the problem are being made on the national level. 39 However, it is hard to tell whether they are really inspired by the FSF's principles orwhich seems at least equally probable-by the public outrage over huge bonuses.
A further area that has attracted the interest of legislators since the crisis is the restructuring of credit institutions. It is a well-known aphorism that 'banks live globally and die nationally'. Bail-outs have required taxpayers to put up staggering amounts in guarantees and cash. No wonder that governments are increasingly looking for alternatives. Although it is still totally unclear whether and how the 'too big to fail' logic and moral hazards can be escaped, there is an apparent endeavour for the 'juridification' of bail-outs. 40 The goal is to remove the topic from the political scene and bring it under a legal framework.
States are also resolved to reform accounting. At a meeting in Washington, DC, in April 2010, finance ministers and central bank governors agreed that a single set of high-quality global accounting standards shall be reached. 41 The aim is to increase transparency for investors and supervisors. 36 See the article by Hal Scott, in this issue at 763-778. 37 See G-20, above n 1. 38 Impending regulations increasingly impinge upon the activities that financial institutions may undertake. The Volcker rule as contained in the Dodd-Frank Act prohibits proprietary trading and other capital market activities for banks. 42 Restrictions are also foreseen for other new techniques. Take, for example, securitizations: the Group of 30 demanded that banks shall keep a 'meaningful' part of the credit risk on their books in order to align their interests with those of the purchasers of collateralized debt obligations (CDOs) or other asset-backed securities. 43 This so-called minimum risk retention, or 'skin in the game', has been fixed on both sides of the Atlantic at 5%. 44 The infrastructure of the financial system is under equally enhanced scrutiny. Particular attention is being paid to the way that credit default swaps (CDS) are traded. While traditionally they have been sold over the counter, an international consensus has emerged that they shall be brought to exchanges and electronic platforms and cleared through central counterparties. 45 Moreover, individual transactions shall be reported to trade repositories. 46 The goals are to prevent counter-party risk from concentrating in a few private institutions and to bring more transparency to the market. National plans exist to put these agreements into practice.
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B. New methods
The methods used for international cooperation and coordination of financial regulation and supervision are basically known. As there is almost no 'hard' international law on regulation and supervision, different categories of 'soft' law are commonly used. 48 The typical international soft law instrument in this regard is standardization. The best known example for such soft law standardization with regard to financial regulation is probably the International Convergence of Capital Measurement and Capital Standards, 42 See Dodd-Frank Act, Section 619. 43 the so-called Basel Accord. 49 While the Basel Accord is essentially a non-binding instrument, in other areas of financial regulation a strategy of incorporation is used in order to give non-binding instruments some legal force. This mechanism is used, for example, with regard to accounting standards, which are initially non-binding but are incorporated into domestic legislation.
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The general strategy of international cooperation and coordination by soft law instruments was not changed after the financial market crisis of 2007-09. However, G-20 leaders at the London Summit on 2 April 2009 made it clear that the applicable principles for financial market reforms '[a]re strengthening transparency and accountability, enhancing sound regulation, promoting integrity in financial markets and reinforcing international cooperation'. 51 All of these principles not only refer to domestic financial markets, but also per se to the international financial system. This is due to the simple fact that there was a rapidly emerging consensus that the crisis of 2007-09, at least to some extent, revealed evidence of 'insufficient coordination among regulators and supervisors and the absence of clear procedures for the resolution of global financial institutions'.
52 So far, the main response of the international community to this insight was the establishment of the (international) Financial Stability Board (FSB), succeeding the FSF. The FSF was established in 1999 as a reaction to the Asian financial crisis of that time. The FSF was composed of the finance minister, the central bank governor, and a supervisory authority from each of the G7 states and a few other developed countries together with representatives of the most important international financial institutions. 53 This composition, i.e. the exclusion of emerging markets and of developing countries, and the rather limited political mandate and support of the FSF, created obstacles in the work of the FSF. Faced with the obvious challenge of strengthening international cooperation and coordination in financial regulation and supervision, there was a pressing need to decide on, and implement, institutional reforms in the international financial system as a reaction to the Asian crisis. The most natural candidate for a more prominent role in this regard was, of course, the IMF. However, the mandate of the IMF was restricted with regard to 49 financial regulation and supervision. 54 Moreover, voting rights in the IMF are limited and cannot be opened up to react convincingly to the demands for increased participation of emerging markets and developing countries. Thus, similar to the situation in 1998-99, the FSF was chosen as the more appropriate institution or 'regime' for effective international cooperation and coordination. 55 In this regard, the main purpose of establishing the FSB as the successor of the FSF was to form 'a stronger institutional basis' for cooperation with and assistance of national and international financial authorities and institutions so as to help to ensure financial stability. 56 More specifically, as well as extended membership, the mandate of the (new) FSB was-in addition to the tasks which had been assigned to the (old) FSFextended to: a) monitor and advise on market developments and their implications for regulatory policy; b) advise on and monitor best practice in meeting regulatory standards; c) undertake joint strategic reviews of the policy development work of the international SSBs to ensure their work is timely, coordinated, focused on priorities and addressing gaps; d) set guidelines for and support the establishment of supervisory colleges; e) manage contingency planning for cross-border crisis management, particularly with respect to systemically important firms; and f) collaborate with the IMF to conduct Early Warning Exercises.
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The FSB is not only a 'new' international financial institution with a broad mandate with respect to coordination and cooperation in the area of financial regulation and supervision, it is also a reaction to the important lesson learnt from the crisis that financial macro-and micro-policy need to go hand-in-hand. 58 Moreover, the establishment of the FSB may be seen as the interesting evolution of an international regime from a 'very soft' forum to-albeit still non-binding-a more rule-based institution. Certain similarities with the evolution of the General Agreement on Tariffs and Trade 1947 may emerge in the future. 59 Finally, the existence of the FSB as the key institution for international cooperation and coordination in the areas of financial regulation and supervision indicates that the dominant strategy remains soft-law oriented. One could thus gain the impression that the entire international approach towards financial regulation and supervision is more or less exclusively power-oriented, 60 i.e. not based to any great extent on legal principles and rules. This impression, however, would not be accurate. It is important to realize that the G-20 process since Autumn 2008, namely the establishment of the FSB, offers evidence of increasing reliance on legal principle and rules in order to provide international financial stability. Even though what has been agreed by G-20 leaders is not a treaty of public international law and is actually not legally binding at all, the developments described offer evidence that a similar evolution to that which followed the Asian crisis of 1998-99 has occurred. At that time, the international community reacted to a major crisis of the international financial system by strengthening the rule of law, i.e. by moving towards a more legalized international financial system. 61 
C. Conceptual transnational challenges
Despite strong political willingness-at least when the crisis was at its peak in 2008-09-to accept internationally coordinated reforms of financial regulation and supervision, as expressed by the establishment of the FSB, it is questionable whether we have seen truly substantive moves to this effect so far. One reason for this might be that it is much easier to produce an internationally acceptable general paper, such as the Communiqué from the London Summit of 2 April 2009, than to reach consensus on detailed and to a large extent technical questions of financial regulation and supervision. Moreover, one may argue that even though some successful reforms have been initiated in the area of financial regulation, this is not true of supervision. Financial supervision seems to have been utilized in some countries during the crisis in order to pursue protectionist interests. 62 The observations above lead back to the question of conceptual transnational challenges for reforming financial regulation and supervision. Based on the arguments presented above on regulatory competition and the need for international meta norms, it is clear that globalized financial markets have to cope with a prisoner's dilemma: even though it is evident that the greatest welfare gains will be achieved by a strategy of internationally harmonized rules and principles in some core areas of regulation and supervision combined with regulatory competition, states tend to deviate from this model by pursuing national interests, i.e. acting in a protectionist way. This not only negatively affects welfare gains, but inherently poses risks to international financial stability. Even though this is known by the relevant actors, namely states, their protectionist behaviour may very well be explained by rational choice theory. 63 Thus, at least to some extent, the international financial system faces similar problems to those faced by the international trading system. 64 However, what is different is the inherently extraterritorial character of measures concerning financial markets. As with any extraterritorial measure, this raises additional legal problems and transaction costs. The situation is thus similar to competition law as an area of economic law in which there is also insufficient international harmonization and coordination in regulatory and supervisory matters and thus a high level of extraterritorial measures with negative effects and severe legal problems. 65 The substantive conceptual problem of insufficient international meta norms on financial regulation and supervision also has an institutional perspective. Despite the existence of the newly established FSB and a somewhat strengthened role of the IMF, financial regulation and supervision is almost completely dominated by domestic regulatory and supervisory institutions. Attempts to establish international (or supranational) authorities have failed, even in the EU. 66 Thus, as financial markets are not only characterized by domestic embeddedness, but also by international (or global) interdependence, the institutional design is not aligned with the scope of financial regulation and supervision, i.e. the domain of the regulator is not the same as the domain of the financial market(s). 67 A further challenge to international financial market stability is the classic differentiation between a micro and a macro perspective. The criticism on this differentiation and thus the call for a more integrated approach towards financial regulation and supervision is not new. It was articulated with regard to the Asian crisis of 1997-98 68 and the IMF actually shifted at that time towards more microeconomic financial regulation. Yet, the capacity of the IMF to follow an integrated approach in this regard is limited by the restrictive mandate of the Fund (IMF Article IV). 69 For this reason, and because of the cumbersome procedure for changing the founding treaty of the IMF, the establishment of the FSB and the reasonably broad mandate given to it have to be seen as a soft law approach towards better integrated financial regulation and supervision. It remains to be seen whether this new approach will be successful.
IV. WHAT LEVEL OF HARMONIZATION IS OPTIMAL FOR FINANCIAL MARKETS?
The basic question that is still open is on which level financial markets would be optimally supervised and regulated. There are at least three different levels available: the local, regional, and international.
At first sight, the international level seems the most appropriate. Regulation by public international law and/or international soft law responds to the existence of a truly global financial market. As the crisis has shown, national financial systems are not only interdependent, but also integrated. International regulation would fit with this reality. It would avoid disparities of national rules and reduce opportunities for regulatory arbitrage.
However, an internationally harmonized financial system would have a major drawback: it eliminates, to a large extent, the competition of states for the best regulatory regime. As mentioned above, financial products are domestically embedded, meaning that their quality and content is determined to a large extent by the domestic legal system under which they are created. 70 This creates a competition of systems. The important point is that such competition plays a crucial role in the efficiency of financial markets because no one knows what kind of regulation and supervision is best. Reforming and adapting financial legislation to new needs is therefore a process of discovery. The 'consumers' ultimately decide what balance between public oversight and private liberty they think is most appropriate to the risks involved. Total harmonization of regulation and supervision obviously would stall this discovery process because it would eliminate the competition between systems.
There is more: instead of reducing the probability of financial fallout, a uniform global financial regime would increase the risk of global failures.
This counter-intuitive claim can be proven by a parallel to the problems resulting from the 'herd behaviour' of investors: if all state regulators and supervisors were to work in the same way, any unknown risk hidden in the financial markets would have disastrous consequences. While, nowadays, it only affects those states whose legislation and administration is ignorant of or ill-adapted to the risk, under a globally harmonized regime it would affect all countries in the world. No longer would there be islands and safe havens that are less affected, such as Spain or Italy who were doing well despite the financial crisis in 2007-09-until it turned into a sovereign debt crisis in 2010. Moreover, it would no longer be possible to empirically determine the performance of different systems and compare their results in real life. We would all be chained to one method of financial regulation, for better or for worse. Improvements could only be suggested in a theoretical way, without testing their viability in practice.
One can thus see that a certain degree of decentralization or localization of financial law has inherent advantages. It works as a permanent laboratory in which different degrees and methods of legislation and supervision are tested. Moreover, it sets the stage for a system of multilayered or multilevel governance in the financial area. 71 Under this system, regulation and supervision can be better adapted to the peculiarities of local markets and at the same time comply with the need for a uniform framework.
On the other hand, the harmful effects that divergences between national regimes and practices are producing cannot be denied. One only needs to remember the negative externalities created by extra-territorial effects of financial legislation or the over-regulation of domestic markets that may be inspired by protectionist instincts.
72 Hence, the relationship between international harmonization and regulatory competition cannot be an 'either/or' one: it has to be an 'at the same time' one. The focal point of the discussion on a meta norm for international finance therefore must be to find the right balance between global harmonization and the possibility for states to create new regulatory and supervisory techniques, so that possible welfare gains are not lost and competition between different systems is not stalled. The question is thus not whether we need international cooperation-we certainly do-but what is the optimal degree.
In answering this question, it should be noted that competition of systems is not always beneficial. Instead, differentiation is needed. In some areas, divergences between national laws make no sense when seen from an overall viewpoint. This is true, for instance, for bail-out regimes. Peculiar national rules on saving financial institutions can often only be explained by protectionist motives. Differences between restructuring regimes thus serve no useful purpose. Indeed, the rules for restructuring banks should be globally 71 See the paper by Rolf Weber, in this issue at 683-704. 72 See Sections II:C and III:C above.
harmonized or it will never be possible to achieve a fair and equitable framework in which financial institutions can operate. Similar arguments could be made for rules on the infrastructure, for instance CDS clearing. Here again, divergent national rules have only limited usefulness, and the advantages of a global regime seem to outweigh the benefits of competition. Thus, these topics could be addressed by a meta-norm without any damage to the efficiency of financial markets. On the contrary, a global regime would provide the necessary framework for efficient competition of legal systems.
On the other hand, there are areas in which different regimes will be useful. For example, capital requirements for credit institutions may be better regulated on a national level. There is no agreement on how much equity a bank needs to run its business safely. It may thus be a good idea to have states fixing different rules for their institutions. Although at first sight, this might go against the idea of a 'level playing field', its creation is not the major goal of financial law. There are other aims that are of greater importance. 73 Moreover, some banks might see the imposition of stricter capital requirements by their law not as a comparative disadvantage but as an edge over their competitors because they breed trust in the minds of the clients. Therefore, some form of competition between states should be allowed with regard to this issue. Similar considerations may apply for bankers' remuneration schemes.
It is apparent that when determining the optimal level of global coordination, it is indispensable to consider this according to the practical problem that has to be solved. Of course, there are no predetermined rules as to which matters should be left to states and which should be dealt with by global fora or institutions. This does not exclude, however, the use of some rules of thumb. For instance, areas which by their very nature lend themselves to extra-territorial legislation should, as a matter of principle, be dealt with on the international level. A case in point is the registration and supervision of credit rating agencies. Since the business model of these intermediaries is global, it makes little sense to entrust their regulation to the whims of the national legislator in the jurisdiction of which they happen to be located. At the same time, the efficient functioning of the rating agencies would be threatened if each state or region were to operate its own registration process for these intermediaries. Rather, what is needed is a transnational regime. The same is true for hedge funds and other lightly regulated masses of capital. The reason why they have become an area of concern is the potential domino effects their breakdown could have on the financial system. As these effects would spill over national boundaries, it is clear that efforts to achieve closer regulation and control of such funds should in principle be globally coordinated. 73 See Section II:C above. The role of international law in financial regulation and supervision cannot be determined by an all-embracing formula. There are different levels on which financial problems can be dealt with. Each of them has its purpose and function. For a particular matter, it might be advisable to choose one level, while a different issue would better be left to another.
There can thus be no one-size-fits-all approach. In particular, it would be misplaced to think that global harmonization would offer a magic cure for all of the financial system's ills. Under some circumstances, it can indeed lead to an increase in overall efficiency and welfare. But since it is unknown what kind and degree of oversight and regulation is optimal, in some areas competition between states for the best regulatory regime must be maintained. These findings coincide with arguments put forward under the doctrine of multilayered or multilevel governance, seeking to properly allocate powers and functions to different regulatory levels. This article has offered some indications as to the forms which international financial legislation can take and the areas it should cover. They can serve as yardsticks for the research on individual issues that still needs to be done.
